LOAG 





a General Business Conditions 


HE adoption of the new price control 
bill, signed by President Truman July 
25, marks the end of a four-weeks’ 
legislative battle which, it is fair to 
: say, nobody won. But while it lasted 
"it held business in a no-man’s land of uncer- 
» tainty between free and controlled prices; and 


» in many respects it leaves the situation in 


worse confusion than if the earlier bill, vetoed 
by the President, had become law. Even many 
» people who favored extension of the Office of 
© Price Administration doubted the wisdom of 
' its revival, after four weeks of suspension, and 
» of turning back to regulation instead of trust- 
» ing in the natural adjustments which were 


| under way. 


| During these weeks prices of foods and of 
| many industrial materials advanced. The gen- 
_ eral price rise, however, was not, and did not 
'. promise to become, as calamitous as many 
|. people— who perhaps had formed their opin- 
ions by what OPA itself had predicted — 


| seemed to expect. Stabilizing factors soon be- 


_ gan to appear in many quarters. In some lines 
| higher prices called forth larger supplies. The 
" increase in cattle and hog receipts, which was 
» instantaneous and remarkable, was temporary 
| in part, but capacity to increase output of ani- 
_ mal products exists and higher prices will put 


| it to use. 


© Another stabilizing factor was consumer 
" resistance, which quickly demonstrated that 
» although some people would pay top quota- 
' tions for some of the meat and butter produc- 
) tion, all of the people would not pay similar 
» prices for all of the output. If people generally 
» will practice economy, the inflation problem 
» will be immensely easier to handle. 
» A third factor was the restraint of manufac- 
> turers and distributors, prompted by a variety 
» of influences. One of course was the expecta- 
© tion that price controls might be reimposed. 
» But more fundamental were the real fear of a 
© consumers’ strike; desire to maintain com- 
) petitive positions and consumer good will for 
| their long-run benefits; and, not least, a sense 
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of public responsibility, duty and cooperation 
in maintaining economic and social order. In 
the end manufacturers’ and distributors’ prices 
must reflect their costs. Both producers and 
merchants know, however, that if they attempt 
to squeeze out the last penny the market will 
bear, without reference to cost of goods, they 
damage their own long-run interests. 


Stabilizing Elements in a Free Society 


It is a fundamental defect of the philosophy 
of government planning and control, currently 
so influential, that it underrates and mistrusts 
the stabilizing elements that operate in a free 
society. The prophecies of calamity which 
OPA offered, and which many in Washington 
continue to offer, are but the most recent ex- 
ample. When the National Recovery Admin- 
istration (NRA) was overturned by the Su- 
preme Court, May 28, 1935, predictions of dis- 
aster were equally rife. In that case the 
prophecy was that wages and prices would 
collapse. General Johnson, the Administrator, 
said to reporters, “The lowering of wages and 
the firing will begin tomorrow.” 

In fact, hourly wage rates were higher in 
1935 than in 1934, and in 1936 than in 1935. 
The rise in production and employment was 
steady, and total payrolls increased much 
more than hourly rates. The elimination of 
arbitrary regulations in fact removed an ob- 
stacle to progress. Business once more was 
able to make necessary adjustments without 
the straightjacket of the codes. Natural ele- 
ments of strength asserted themselves, and a 
basis was established in which confidence 
could be felt and enterprise inspired. 

The course of the markets in the past month 
has provided many reasons for thinking that 
the economic organization could be trusted to 
work out its adjustments now as successfully 
as in 1935. Prices rose and doubtless would 
rise further, as OPA claimed, if controls were 
ended. However, they will rise anyway. They 
will have to reflect higher wage costs, ad- 
vances in imported materials, and rises in 
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domestic materials which it is not feasible to 
roll back. 

The basic question was whether in free mar- 
kets the rises would be excessive, going beyond 
the adjustments needed to encourage produc- 
tion and leading to a crash which controls could 
avert. Against this danger, inherent in free 
markets, other dangers inherent in controls are 
to be set. What will be the cost of the uncer- 
tainty and confusion, of delay in making needed 
adjustments? Are “squeezes” to continue to re- 
press production of needed products, for lack of 
which other production is stopped? Is distri- 
bution to continue disorderly? Are black mar- 
kets to reappear, and violations of law to be 
condoned as before? Can OPA avert these 
evils without allowing prices to rise as they 
would in free markets? 


There were strong arguments on both sides 
of the question, and whatever the decision a 
period of adjustment was inevitable. Now there 
are two periods of adjustment to go through — 
the reinstatement of controls now, and the 
transition to a free economy scheduled for 
June 30, 1947. To minimize the confusions of 
the former, and to make the latter as orderly 
as possible, is the responsibility which the 
planners have to meet. The more nearly they 
approximate the action of a free economy — 
setting prices to promote production and keep 
distribution in the efficient channels estab- 
lished by long competition, decontrolling 
rapidly, lightening the load on OPA and on 
the industries—the sooner the price struc- 
ture will find its own equilibrium, and the more 
orderly will the transition be. 


What Happened to Prices 


The Department of Commerce on July 22 
issued a statement which pointed out that the 
Bureau of Labor Statistics index of daily spot 
market prices of 28 basic commodities had 
risen 25 per cent during the first 16 days of 
July. This rise is commonly cited as evidence 
that the dire predictions of the OPA and the 
President as to what would follow the end of 
price controls were justified. Therefore it is 
in order to point out that after July 18 the 
index ceased to advance. 

Furthermore, an examination of elements 
entering into the rise of this index qualifies 
its showing. In the first place subsidies, dis- 
continued on June 30, had to be put back into 
prices. The millers had to recoup the subsidy on 
flour, equivalent to $1.03 per hundred pounds; 
the meat packers had to recover the subsidy 
on meat production equivalent to roughly 5c 
a pound; and the non-ferrous metal producers 
either had to make up for the loss of their 
premium payments through higher prices, as 
in lead and zinc, or withdraw from the mar- 
ket rather than sell at the former ceilings, 


which the copper companies did. This shift 
from subsidies to equivalent higher prices 
was not a cost to the economy as a whole. 
People had to pay more as consumers, but as 
taxpayers they saved an equal amount, plus 
the cost of administration in addition. 

Another factor in the calculation is the end- 
ing of black markets. If 80 or 85 per cent of 
the people were paying above-ceiling prices for 
meat, as many observers believe, a rise in the 
free market prices for meat, up to the point 
where the total expenditure for meat in the 
country was not increased, added nothing to 
the cost to the economy as a whole. In fact, 
open market prices for commodities largely 
distributed through black markets, such as 
meat and butter, in general did not rise to the 
former black market quotations. This is fair 
evidence that their total cost to the country 
has not materially increased and in some cases 
it may even be lower. 


Subsidy and Black Market Adjustments 

To calculate precisely the effect of with- 
drawal of subsidies and legitimization of black 
market prices is impossible without knowing 
what percentage of total consumption of each 
commodity went through the black markets. 
The New York Journal of Commerce, however, 
compiles an index of basic commodities akin 
to that of the B.L.S., and made such a calcula- 
tion, employing its own reporters to investi- 
gate quantities distributed and prices paid in 
black markets. Its conclusion was that ap- 
proximately 10 percentage points, out of the 
16.2 per cent which its index rose during the 
first two weeks of July, was attributable to 
elimination of subsidies and black markets. 
This left but 6 per cent as the measure of the 
rise attributable to the freeing of the markets. 

In one other respect the showing of the 
B.L.S. index may properly be questioned. The 
quotations for raw silk included in this index 
rose 142 per cent between July 1 and 16. Such 
a rise is inexplicable. The fact is that on July 
1 the index carried the price of silk at $3.08, 
which is the figure at which the Government 
took over silk stocks before Pearl Harbor. 
On July 12 the B.L.S. jumped this quotation 
to $7.46. However, the price of $3.08 had long 


- been obsolete. The Government sold a quantity 


of silk at auction last February and received 
for it an average price of $11.75, whereas early 
in July at a similar auction the average price 
realized was only $9.80. This is a reasonable 
indication that the price of silk in fact has de- 
clined. Yet silk alone accounted for 4 per- 
centage points of the 25 percent rise mentioned. 
Shellac, a commodity unimportant in living 
costs, accounted for 2.8 points. 

The rise in cotton contributed almost another 
point of the advance. This rise was independent 
of the suspension of OPA, since there had been 
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no ceilings on cotton and cannot be under the 
law. Nor was it due to freeing cotton goods 
from ceilings, since the rise in raw cotton pre- 
ceded markups in goods prices. The advance 
is explained by the small crop in prospect, 
relative to requirements, and it would have oc- 
curred with or without OPA. 

More comprehensive price indexes, such as 
the 900-commodity wholesale price index of 
the B.L.S., have risen more slowly. This index 
advanced 10 per cent in the first three weeks 
of July. Of course the subsidy and black mar- 
ket factors were elements in this rise also. 
Moreover, many finished goods items were 
bound to advance even under OPA, pushed up 
by increased wage and other costs. A steady, 
though doubtless slower, rise in this index was 
considered by all observers to be inevitable. 

The cost of living index—or consumers’ 
price index as it is now called — will not be 
available until after this Letter goes to press. 
But its rise will almost certainly be less than 
wholesale prices in general because many cost 
of living items have not been affected. 


Bumper Grain Crops 


Estimates of the possible rise in the cost of 
living should now take crop prospects into ac- 
count. Many observers have felt that the area 
in which living costs would rise most sharply 
and dangerously was in grains and animal prod- 
ucts. These prices in fact showed the greatest 
rise during the first half of July. Meanwhile, 
however, the largest crop of wheat ever raised 
in this country was being harvested and the 
largest crop of corn ever raised was in the 
making. A report of the Department of Agri- 
culture based on conditions as of July 15 indi- 
cated that the wheat crop would reach 1,132,- 
000,000 bushels, exceeding even the 1945 record 
crop, and comparing with a 10-year average 
(1935-44) of 844,000,000 bushels. The corn 
crop was estimated at 3,488,000,000, comparing 
with 3,018,000,000 last year, and the 10-year 
average of 2,608,000,000. Another near record 
oats crop already has been made. These bum- 
per crops are blessings for which the country 
can be devoutly thankful. An abundant supply 
of corn is the basic requirement for a large 
output of livestock, dairy and poultry products. 

The supply of all feed grains together is the 
largest ever known. On the other hand, the 
number of animals presently to be fed (animals 
on farms Jan. 1, 1946, measured in units of 
feeding capacity) is expected to be 4 or 5 per 
cent less than a year ago, and some 18 per cent 
below the alltime peak reached Jan. 1, 1943. 
The significance of this relationship is not 
only that the animals can be fed to heavier 
weights but that an increase in animal pro- 
duction is practicable. It cannot come over- 
night but it can be expected in time, first in 
poultry and hogs. 


Therein is the best possible assurance not 
only that feed grain prices will be moderate, 
but that the big demand for animal products 
can be supplied without a calamitous increase 
in their cost. The market prospect is fore- 
shadowed in the March corn future in the 
Chicago market, which has not gone above 
$1.70 and which at this writing is selling at 
$1.4014, compared with cash corn at $2.11. This 
discount in itself supplies a lesson as to the 
contribution which heavy production makes 
toward overcoming the inflationary menace. 

The bumper wheat crop of course is equally 
welcome. There will be enough wheat to meet 
export requirements, feed animals liberally if 
farmers elect to do so, and replenish reserves 
in this country. Whether there will also be a 
relaxation of existing milling restrictions re- 
mains to be seen; evidently no decision will be 
made until export requirements are more ac- 
curately determined. A short wheat crop would 
have been a calamity. But the bumper crop, 
together with the record corn crop, diminishes 
the fear of a disastrous rise in living costs. It 
also justifies a degree of skepticism toward 
predictions of such a rise. 


Business and the New Act 

The effects of the new Act on the business 
situation will depend greatly upon its interpre- 
tation and administration. Inevitably there 
will be confusion. Processors of higher-priced 
raw materials had to raise their own prices, 
even in the face of the probability that controls 
would be reinstated. They had to cover, first, 
the loss of subsidies and second the rise in their 
materials and labor. They raised prices with 
reluctance, in view of the uncertainties, but 
their products were needed and business had 
to go on. 

Now they face new uncertainties. With 
specified exceptions, they find their prices 
rolled back to June 30, whether their raw 
materials are rolled back or not. The question 


- is, when will they get relief and will it be 


adequate when it comes? The adjustments 
needed in finished goods prices, already large 
in consequence of the rise in wage costs, are 
increased both in number and urgency. There 
is a heavier load on OPA, and there will be 
fresh obstacles in the way of orderly business 
until the adjustments are made. 

The new law defers until August 20 decisions 
on whether ceilings on grains and animal prod- 
ucts, cottonseed and soy beans, tobacco and 
petroleum and their products, are to be rees- 
tablished. The same provision holds for food 
or feed products processed from animals, milk, 
poultry, eggs, cottonseed or soy beans, and for 
feeds processed from grains. But it does not 
hold for food processed from grains, such as 
flour, cereals and corn products; on these June 
30 ceilings are automatically reinstated, sub- 
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ject of course to adjustment. The decisions on 
farm price ceilings are to be made by a new 
three-man Price Decontrol Board appointed 
by the President and confirmed by the Senate. 

Another uncertainty is whether and on what 
terms previous subsidies are to be reestab- 
lished, in whole or part. This also is in the 
jurisdiction of this Board, within limits as 
to funds and time of expiration which are set 
forth in the Act. 


OPA’s Responsibilities 

These are examples of the confusions which 
flow from the revival of price controls. It is 
inevitable that business will be impeded, — how 
much and for how long is chiefly in the hands 
of OPA. It should have credit for prompt 
action in making a considerable number of 
adjustments as soon as the Act was signed. 

There are two reassuring factors. One is the 
restraint of processors and manufacturers, who 
have foreseen the difficulties and prepared 
against them as far as possible by minimizing 
forward sales and commitments. The restraint 
will yield benefits now. 

The second saving element is that the pro- 
visions of the new Act require more liberal 
treatment of manufacturers’ prices and dis- 
tributors’ markups than OPA was giving be- 
fore June 30, though less liberal than were 
provided in the bill vetoed by the President. 
Manufacturers are now entitled (with some 
qualifications) to a price on any product equal 
to the average price received for it by typical 
producers in 1940, plus average increases in 
costs since. Distributors’ margins in effect 
March 31, 1946, cannot be reduced. The “maxi- 
mum average price” limitation on producers is 
eliminated. 

The principle that prices should be based on 
product costs instead of overall earnings is 
sound. Shortage of single products often stops 
other production, and constitutes a bottleneck 
in the whole industrial process. The record 
under OPA is replete with such instances. It 
is imperative to break these bottlenecks. 

OPA is directed to pass upon applications 
under this provision within sixty days. If it 
fails to do so an emergency court of appeals 


may order a decision within another thirty: 


days, and if it is not then forthcoming the 
ceiling will lapse. How much comfort these 
provisions will yield, and how much they may 
benefit the country through making greater 
production possible, remains to be seen; the 
load on OPA will be heavy, and ninety days 
is a long time to wait. But it remains true 
that the industries, where they are producing 
some products at a loss or not producing them 
because they would incur a loss, have a 
‘stronger position before OPA than they had 
prior to June 30. 


Provisions for Decontrol 


Amid confusions and difficulties one aspect 
of the new Act, which may appear more sig- 
nificant in historical perspective than it does 
now, should give satisfaction. The declara- 
tions of policy with which the Act opens recite, 
in definite terms, the intent to return to free 
markets. The year which the Act covers js 
described as a transition period “to a peace- 
time economy, maximum employment, produc- 
tion and purchasing power under a system of 
free enterprise.” It is further declared — 

That unnecessary or unduly prolonged controls 
over prices and rents and use of subsidies would 
be inconsistent with the return to such a peace- 
time economy and would tend to repress and pre- 


vent the attainment of this and the other goals 
herein declared; and 


That adequate prices are necessary stimulants 
to the production thus desired and the expeditious 
attainment of said goals. 

These principles are supported by provis- 
ions that commodities “not important in rela- 
tion to business costs or living costs” shall be 
decontrolled by the end of 1946, and that other 
commodities shall be decontrolled as rapidly 
as “will be consistent with the avoidance of a 
cumulative and dangerous unstabilizing ef- 
fect”. The Price Administrator is directed to 
decontrol any non-agricultural commodity 
“whenever the supply thereof exceeds or is in 
approximate balance with the demand therefor 
(including appropriate inventory require- 
ments)”. He is required to decontrol any agri- 
cultural commodities whenever the Secretary 
of Agriculture withdraws certification that 
such commodity is in short supply. The Price 
Decontrol Board already referred to is estab- 
lished as an appeals body superior to the Price 
Administrator, on the sound principle that per- 
sons whose duty has been to fasten on and 
administer controls are not likely to decide 
objectively when they should come off. 

Another section designed to get the Gov- 
ernment out of the markets provides for the 
limitation of subsidies to $1 billion (about half 
of last year’s program and comparing with $14 
billion asked by President Truman) and their 
termination April 1, 1947 in all cases except 
premium payments on copper, lead, and zinc, 
which extend to June 30, 1947. Still another 
provides for the raising or removal of ceilings 
on imports, where the effect of ceilings is to 
limit imports below our needs. 

These provisions hold promise that the Act 
will get OPA out of business and reestablish 
free markets and free enterprise during this 
last lease on its life. It will be the responsi- 
bility of the Price Decontrol Board to make 
final decisions on these matters. The members 
appointed to the Board, Messrs. Thompson, 
Bell and Mead, are of high standing and ex- 
perience. There will be no suspicion that they 
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will seek to prolong OPA’s life merely for the 
sake of power, or through inherent belief in 
government direction of economic activity and 
distrust of free enterprise. Principally upon 
them will rest the country’s hope that the Act 
will be administered in such a way as to raise 
production and stimulate enterprise. 


Fiscal Recommendations Asked 


The Act also directs the President as soon 
as practicable but on or before January 15, 
1947 to recommend to Congress — 
such further legislation as in his judgment is needed 
to establish monetary, fiscal and other policies which 
are adequate to supplement the control of prices and 
wages during the balance of the fiscal year 1947, and 
to insure that general control of prices and wages 
can be terminated by the end of that fiscal year 
without danger of inflation thereafter. 

The date given, January 15, 1947, permits 
the President to defer these recommendations 
until his annual budget message. Inclusion of 
this section, however, puts emphasis where it 
belongs—on monetary and fiscal policy. 
“Scarcity of goods” is a relative term, mean- 
ing shortage compared with demand; what 
has inflated demand is the expansion of money 
purchasing power created by government ex- 
penditures. The fundamental defense against 
inflation is to curtail these expenditures; 
to use the savings to retire the debt which has 
inflated bank deposits; and to release, for 
other uses now more urgent, the excessive 
manpower employed by the Government. In 
monetary policy, discouragement of credit ex- 
pansion and some reduction of credit outstand- 
ing is the necessary objective. 

Further requirements in the fight against 
inflation are stability in wage rates and im- 
provement in man-hour production. If prices 
are to hold stable, costs must be stable. Both 
to keep down costs and to get more goods in 
the markets, output per worker needs to be 
raised. Too many people think that price con- 
trols provide a complete solution of the infla- 
tion problem. But the basic solution is work 
to produce more, and economy to avoid asking 
the markets for more than they can give. 


Advances in Short-Term Interest Rates 





The firmer tendency apparent in the money 
market over the past several months was sig- 
nalized last month by announcements of in- 
creases by leading New York City banks of % 
to % per cent in interest rates charged on 
collateral loans to brokers and dealers, and by 
increases of % to % per cent in the buying 
rates of the Federal Reserve Banks for bank- 
ers acceptances. At the close of July prevail- 
ing commercial bank lending rates to brokers 
and dealers ranged from 1 to 1% per cent, de- 
pending on the character of the loan and col- 
lateral, except loans against % per cent Treas- 
ury certificates on which the maximum was 


set at 7%, against 34 before. For the first time 
since 1933 call money (on stock exchange col- 
lateral) broke away from a uniform 1 per cent 
when the principal money market banks lifted 
their rates to 1%. 

Advances in the Reserve Banks’ rates on ac- 
ceptances — likewise the first since 1933— 
were an official recognition of the firmer money 
position. These moves, raising the Federal’s 
buying rate from % to 3%4 for 90-day accept- 
ances, and from % to 7% for 120-day paper, 
were followed by increases in open market 
rates to 34 bid-11/16 asked for acceptances 
up to 90 days, 13/16 - 34 for 120 days, and % - 
13/16 for 180 days. In still another section of 
the market —commercial paper — some of the 
dealers raised rates in prime names from 4 - % 
to %-%. 

These increases in interest rates were from 
extremely low levels, and still leave rates 
well below those of any previous period in 
this or any other country. They are significant 
as representing the broadest upward revision 
that has taken place since the end of the war. 
The stiffening of interest rates, which first 
became apparent in March, is basically a re- 
flection of the shift from a wartime to a peace- 
time economy, when the tremendous task of 
war finance has been completed and the coun- 
try now faces the problem of checking infla- 
tion without the aid of many of the former 
wartime controls over consumption, wages 
and prices, or the patriotic incentive to save. 
More immediate influences have been the 
Treasury policy of utilizing cash built up by 
the Victory Loan to retire maturing public 
debt, principally that held by the banks, and 
the action by the Federal Reserve Banks last 
April in eliminating the preferential % per 
cent discount rate on loans against short-term 
government securities and making the regular 
1 per cent rate again applicable to this class of 
borrowing. Both of these financial measures 
represented efforts to deal with our postwar 
inflation problem. 

In addition, commercial demands for bank 
credit have been increasing with rising com- 
modity prices and expanding peacetime busi- 
ness, and because of the fact that the Gov- 
ernment is no longer financing companies for- 
merly engaged in war work by advance pay- 
ments and direct loans. 


Influence of Debt Retirement 


Under the policy of debt retirement, the 
Treasury between March 1 and July 1 retired 
for cash some $12 billion out of a total of $24 
billion maturing or called issues, of which a 
major portion was held by the commercial 
banks and Reserve Banks. The withdrawal 
of funds to meet these retirements from the 
war loan deposits of the commercial banks had 
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a tightening effect on the money market, since 
part of the funds was used to retire securi- 
ties held by the Reserve Banks and therefore 
was not automatically returned to the mar- 
ket. This forced banks to sell short-term gov- 
ernments to the Reserve Banks and the open 
market, or to increase their borrowings from 
the Reserve Banks. Many banks, having liqui- 
dated most of their holdings of 3% per cent 
bills, were obliged either to borrow at the 
Reserve Bank at 1 per cent or dispose of 
higher-yielding governments, at the same time 
that they were lending to brokers and dealers 
at lower rates or at rates not yielding a fair 
margin over the cost of handling the loans. 
Hence an increase in lending rates was a logi- 
cal consequence. 

The latest round of rate increases followed 
a creeping advance under way since the debt 
retirement program was started in March. 
About that time yields throughout the gov- 
ernment security list had reached their all- 
time lows. First symptoms of a firmer trend 
appeared in a rise in the shorter issues of 
certificates, accompanied by an increase in the 
acceptance buying rate by this Bank, which 
had been experiencing an accumulation of 


acceptances in its portfolio. Late in March: 


the New York banks, which had been lending 
at rates of % to % to dealers on short-term 
governments, adopted a uniform rate of %, 
and, following the Federal Reserve elimina- 
tion of the preferential discount rate in April, 
raised rates again to 34. In May it was found 
necessary for dealers in bankers acceptances 
to raise open market rates by % in order to 
encourage sales, which had been slowing down 
at the existing rates. It was from the levels 
thus established that the recent advances in 
short-term interest rates generally were made. 


The advance in the Federal Reserve buying 
rate on acceptances in July was a recognition 
of the earlier advance in the market rates, and 
restored the Federal rate to its traditional 
position above the market, thus discouraging 
the tendency for acceptances to flow to the 
Reserve Banks with consequent expansion of 
reserve credit. 


Long-Range Implications 


The recent. increases in short-term rates 
have raised anew the whole question of inter- 
est rates and the policy of the Treasury and 
Federal Reserve Banks under inflation condi- 
tions. The government bond market softened 
on the rate announcements, with the longest- 
term Treasury 2%s declining more than a 
point at the low. 

However, with Victory Loan 2%s selling — 
even at the month’s low—at a premium of 
2% points above the price at which they were 
sold last December, it is evident that investors 


are anticipating no sudden or drastic change 
in the money outlook. While recognizing that 
the underlying influences are working towards 
higher interest rates, bond buyers have in mind 
the frequently expressed opposition of the 
monetary authorities to tightening of money 
that would necessitate higher rates on govern- 
ment securities, and are aware of the powerful 
instruments at hand for making official policies 
effective. 

In the future of interest rates, an important 
factor will be the Treasury program with re- 
spect to further debt retirement and refunding. 
To the extent that the Treasury continues the 
present policy of retiring debt out of Victory 
Loan balances, or later is able to generate a 
surplus of budgetary receipts over expendi- 
tures for debt retirement, the tendency will 
be to tighten money, as explained above, due 
to the substantial proportion of nearby public 
debt maturities held by the Federal Reserve 
Banks. The new Secretary of the Treasury, 
John W. Snyder, reaffirmed the Treasury’s 
debt retirement program in deciding to retire 
$1% billion of the $2Y% billion certificates ma- 
turing August 1, which represents, percentage- 
wise, about the same proportion of retirement 
as in preceding months although a consider- 
ably lower dollar total. 

Moreover, sooner or later the Treasury will 
have to put out long-term refunding bonds for 
insurance companies, savings banks and the 
general investor. This is a necessary step in 
any program of retiring short-term debt in 
the banks and shifting it to investors, and so 
reducing bank credit which is the greatest in- 
flation potential. 

So long as the Federal Reserve Bank con- 
tinues to peg the certificate rate at 7% per cent, 
by buying up all offered at that price, it can 
of course by main strength hold the general 
level of interest rates from rising. But holding 
the rate in this fashion means that credit vol- 
ume will be expanded and inflationary pressures 
thereby increased. With the inflationary trend 
everywhere, the natural tendency is for inter- 
est rates to rise, and the only negation occurs 
when the Government steps in to hold rates 
down. This it can do only by pumping out 
more purchasing power and keeping the money 
market flooded with funds, which is precisely 
the opposite to what a central bank ought to 
be doing in an inflationary situation. 

That the governors of the Federal Reserve 
System recognize the dangers in this policy 
was made clear in their annual report recently 
made public, which neverth. =ss cites and at- 
tempts to justify a commitmcit to the Treas- 
ury to maintain the % per cent rate, proposing, 
in lieu of the traditional instruments of mone- 
tary policy — the discount rate and open mar- 
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ket operations —a radical extension of direct 
controls over banking operations. 

The idea of a commitment by the central 
bank to the Treasury to hold interest rates 
at any particular level emphasizes the need 
for reflection upon the relative duties and re- 
sponsibilities of these two institutions. The 
Federal Reserve is the mechanism to which 
Congress has delegated primary responsibil- 
ity for maintaining sound credit conditions. 
Though a close coordination of Treasury and 
Federal Reserve policy is most desirable, such 
coordination should not be achieved at the 
expense of the independence of the central 
bank, or of its freedom to keep policies flexible 
as conditions change. 


The Half Year’s Earnings 


Corporate earnings reports covering the first 
six months reflect the fact that, despite the 
strikes that curtailed production in the steel, 
coal, automobile and other basic industries, 
many lines were able to maintain output at 
around full-capacity rates during the period. 
High-volume and profitable operations were 
shown by a majority of the reporting compan- 
ies in such lines as food products, beverages, 
textiles, apparel, pulp and paper, drugs, chemi- 
cals, building materials, and petroleum. Mer- 
chandising earnings have been swelled this 
year by the tremendous volume of retail and 
wholesale trade. 

In contrast with the favorable showing of 
industries not seriously held back are the re- 
sults in most of the heavy industries, where 
the costs of strikes and reconversion have 
brought sharply decreased earnings or actual 
operating deficits. The United States Steel 
Corporation, for example, stated that its direct 
costs of the steel and coal strikes were $46 
million, exclusive of the loss of income, and 
that it was forced to dip into reserves to the 
extent of $28 million during the first half year. 
An indication of the difficulties that many com- 
panies have been up against is given in the 
General Motors Corporation report, which 
states that at the end of June the flow of ma- 
terials and supplies was curtailed by strikes 
in the plants of 83 suppliers, and stresses how 
“shortages of only a few essential supplies, 
and in some cases of only one, can have a crip- 
pling effect on an industry otherwise prepared 
with manpower and machines to produce at 
new high volumes”. 

Statements for both the first and second quar- 
ters were affected adversely in some cases by 
termination of war contracts, and favorably 
in others by rapid expansion in shipments 
of civilian goods against the heavy backlogs 
of orders. They were frequently distorted by 
adjustments in tax and other reserves, with 
many of the interim figures partly estimated 





and subject to further adjustment after the 
close of the fiscal year. Hence current earn- 
ings cannot be taken as a reliable measure of 
the probable postwar level. Major uncertain- 
ties are how high and how steady the postwar 
production rates will be, and the extent to 
which widespread wage increases can be ab- 
sorbed through greater volume or will require 
higher selling prices, raising in turn the ques- 
tions of OPA approval and the effect upon 
consumption. 

Our tabulation of the reports issued by 345 
industrial companies shows, for the first half 
year, combined net income of approximately 
$664 million after taxes, a decrease of 8 per 
cent from the $720 million last year. Figures 
available by quarters for a slightly smaller 
number of companies so far reporting show an 
aggregate net income in the 1946 second quar- 
ter almost double that of the preceding quarter, 
and 12 per cent higher than in the second quar- 
ter of 1945. Increases in net income for the 
half year were shown by about two out of every 
three companies reporting, while for the second 
quarter alone there were increases by three 
out of four. 

Net worth of the 345 companies at the be- 
ginning of 1946 aggregated $14,583 million, 
upon which the half year’s earnings were at 
an annual rate of 9.1 per cent, compared with 
a 1945 net worth of $14,172 million and a rate 
of 10.2 per cent. The group is comprised mainly 
of the country’s larger manufacturing enter- 
prises and, because of the limited sampling 
available in the published interim reports, is 
not necessarily representative of results for 
business generally. Our summary by indus- 
tries is given on the next page. 

The wide fluctuations shown in net earn- 
ings of the different manufacturing groups 
reflect the extremely uneven trends in the vol- 
ume of sales, with about two out of every 
three reporting a decrease in the first half of 
this year. The changes range from decreases 
up to 90 per cent, due to strikes or termination 
of war business, to increases of 100 per cent 
or more in the case of companies that have 
reconverted quickly. Combined sales reported 
by 110 companies for the half year were down 
44 per cent, but this total is weighted heavily 
by a few large steel, automobile, electrical 
equipment, and aircraft companies. 

Elimination of the excess profits tax was an 
important factor in the gain in net income by 
many companies this year. Tax details given 
by 65 large companies (which reported net 
income in both years, and had no distortion of 
figures by tax credits against operating losses) 
show that although net income before taxes 
for the group was 25 per cent lower this year, 
the federal tax reserves were 59 per cent lower, 
so that net income after taxes increased 33 per 
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NET INCOME OF LEADING CORPORATIONS FOR THE HALF YEAR 


Net Income is Shown as Reported—after Depreciation, Interest, Taxes, and Other 
Charges and Reserves, but Before Dividends. Net Worth Includes Book Value of Out- 
standing Preferred and Common Stock and Surplus Account at Beginning of Each Year. 


(In Thousands of Dollars) 











Net Income 


No. 
of Cos. Industrial Groups 


Per 
Cent 
Changet 1945 


Net Worth 
January ‘ 


Annual Rate 
of Return % 
1945 1 





Food products .... 
Pulp and paper products ............. o 
Chemicals, drugs, etc. ............. 
Petroleum products 

Cement, glass and stone 

Iron and steel 
Electrical equipment 
Machinery 
Autos and equipment 
Other metal products . 
Miscellaneous mfg. ..... 











58,578 


$56,461 
18,059 
117,447 
167,327 
23,008 
69,392 


$709,827 
248,074 
1,413,344 
3,057,235 
430,240 
3,066,814 
418,848 


H 


NPN OROKLAKGK SOARS 
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$714,631 
260.794 
1,452,060 
3,169,800 
466,176 
3,088,729 
452,090 
197,935 
1,653,108 
949,167 
984,370 


15.8 
13.8 


Lilo 


904,351 
926,475 


as s~o—) 


104,761 





Total manufacturing 
Mining and quarrying 
Trade (whol. and retail) 
Service 


669,552 
24,702* 
13,662 
12,432 





590,636 
22,907* 
33,863 
17,056 


12,933,711 
639,638 
322,925 
276,133 


13,388,860 
581,579 
334,654 
277,945 


ay 
ap nd doe 





Total $720,348 





$664,462 





slJounN 


= 7.8 


_ 
ad 
to 


$14,172,407 $14,583,038 


*Before depletion charges in some cases. tIncreases or decreases of over 100% not computed. d- Deficit. 





cent. Whereas in the first half of 1945, federal 
taxes of these companies absorbed about 63 per 
cent of the net income before taxes, this year 
the tax ratio declined to 34 per cent. 

With the termination, effective January 1, 
1946, of the wartime excess profits tax of 95 
per cent (or 8514 per cent net, after postwar 
refund or debt retirement credit), the income 
thus released became subject to the regular 
corporate income and surtax, the combined 
total of which was lowered from 40 per cent 
to 38 per cent. The latter, however, is still a 
record-high peacetime rate and contrasts with 
the graduated rates of 1614-19 per cent (de- 
pending upon the proportion of net earnings 
paid out in dividends) in effect in 1939. 

Drop in Railroad Earnings 

Railroad earnings, not shown in our sum- 
mary table, declined sharply during the first 
half year as a result of the railroad strike, the 
substantial decline in the volume of freight 
and passenger traffic from around the peak 
wartime levels, and the wage increases made 
retroactive to January 1. For 35 of the im- 
portant railroad systems that have reported 
thus far, total operating revenues in the first 
six months declined from $2,860 million to 
$2,175 million, or by 24 per cent. After taxes, 
there was a net income of $217 million last 
year, but a deficit of $20 million this year. 

The Interstate Commerce Commission au- 
thorized an emergency increase in railroad 
freight rates averaging about 6% per cent, 
effective July 1, and hearings are now pro- 
ceding on the application filed by the railroads 
early this year for a general 25 per cent in- 
crease in freight rates. 


Rise in Manufacturing Costs 
The upward trend in manufacturing costs 
that occurred during the war and is apparently 


continuing is shown in the accompanying dia- 
gram giving the averages for 24 non-war 
manufacturing industries, based upon figures 
compiled by the Bureau of Labor Statistics. 
170 
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OUTPUT 
PER MANHOUR 
40 41 42 43 44 45 1946 
Indexes of Average Hourly Earnings, Output per 
Man-Hour, and Unit Labor Costs in 24 Non-War 
Manufacturing Industries 

In these industries, which produced sub- 
stantially the same types of goods throughout 
the war years and thus were not affected by 
conversion of plants and a shift to new prod- 
ucts, the increase between 1939 and 1945 in 
average hourly wage earnings was 44.6 per 
cent. During the same period the index of 
output per man-hour or “productivity” in- 
creased by only 10.5 per cent, indicating an 
increase of 37.7 per cent in labor cost per unit 
of product. 

Comparable figures for 1946 are available 
covering only average hourly earnings, which 
by April had risen 56.7 per cent above the 1939 
average, and in May to an estimated 58.3 per 
cent above. However, unless the output per 
man-hour has risen this year materially — 
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which despite the return of large numbers of 
experienced workers from the armed services 
hardly seems likely in view of the continual 
interruptions to production by strikes and ma- 
terial shortages — the conclusion must be that 
the rise in unit labor costs has continued. 

These figures are significant in two major 
respects. First, they illustrate the difficulties 
with which industrial producers are coping. 
Employers have had to raise wages without 
getting a parallel rise in the output of their 
workers. The resulting higher labor costs have 
to be absorbed by reducing other costs, or by 
raising prices, or by squeezing profits. The 
huge volume which many of the 24 industries 
are enjoying has reduced overhead costs per 
unit, but this saving will last only as long as 
the huge volume lasts, which makes “break- 
even points” high and keeps profits dependent 
on abnormally high activity. Advanced prices, 
on the other hand, invite consumer resistance 
and loss of sales. Squeezing of the profit mar- 
gin discourages production and employment. 

In the second place, the figures illustrate 
the workings of inflation and the basic differ- 
ence between an inflationary upswing and 
sound and lasting progress. Because the wage 
rate advances exceed the rise in productivity, 
prices go up. The worker who gets the higher 
rates is affected along with everyone else, be- 
cause his dollars lose purchasing power. Tem- 
porarily he may gain, by getting wage in- 
creases more rapidly than prices rise. Such 
gains, however, can come only at the expense 
of other people who do not receive equal in- 
creases in money income. Eventually their loss 
of purchasing power will take away earnings 
from industrial workers, by reducing trade and 
employment. If all people were to get higher 
incomes the situation would remain in balance, 
but nobody would gain; and in practice the rise 
in money incomes is never equal for all groups. 

By contrast, wage increases supported by 
equivalent rises in output per man-hour keep 
labor costs and prices stable. They keep trade 
relations in order. In the present economic 
situation the lag in the productivity line is an 
unfavorable and discouraging feature. It also, 
however, shows where opportunity to improve 
the situation exists. It emphasizes the impor- 
tance of harder and more efficient work, and of 
encouragement to investment in improved ma- 
chinery and equipment, in the battle against 
inflation. 

Mr. William Green, President of the Ameri- 
can Federation of Labor, made a notable state- 
ment to American workers in a message issued 
after the President’s veto of the first OPA ex- 
tension bill. Among other things, Mr. Green 
said: 

Our major need is increased volume of production. 


Our safety lies in getting through this period of transi- 
tion with no major increases in costs or stoppages of 
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production ... Wage earners can best stabilize their 
wage dollars by helping to increase volume of pro- 
duction which can wipe out scarcities and the danger 
of run-away inflation. 


Up-Valuation of Canadian and Swedish 
Currencies 





The actions by the Canadian and Swedish 
Governments last month in raising the foreign 
exchange value of their currencies in order to 
combat inflation have served to focus fresh 
attention upon the problem of postwar cur- 
rency relationships. The Canadian dollar, 
which had been at a 9 per cent discount against 
the United States dollar since September 1939, 
was restored to its traditional parity on July 
5 and on July 12 the Swedish krona was raised 
16 2/3 per cent from 23.8 to 27.8 cents—a 
little above the 26.8 cents the krona com- 
manded up to September 1931, when the British 
pound broke away from gold and carried so 
many other currencies down with it. 

These moves by Canada and Sweden have 
excited interest in this country not only be- 
cause of the important commercial and finan- 
cial interests immediately concerned, but be- 
cause of speculation as to what these steps 
may portend in the way of currency adjust- 
ments elsewhere. There have been rumors of 
currency changes by other countries, includ- 
ing — paradoxically — even the periodically 
revived old rumor that the dollar may be 
devalued. A review, therefore, of the circum- 
stances of the Canadian and Swedish actions 
seems appropriate. 

The Canadian and Swedish Positions 

Although Canada was a participant in the 
war while Sweden was not, and their wartime 
experiences were different in many ways, there 
are important similarities in the postwar posi- 
tions of the two countries. The Canadian dol- 
lar and the Swedish krona, along with the 
U. S. dollar, Swiss franc, and a few others, are 
members of the select circle of currencies 
which emerged from the war fundamentally 
strong and potentially scarce. 

Both Canada and Sweden have far more 
than recovered losses of gold and overseas as- 
sets during the early war years. Both have 
been attractive to foreign capital in search of 
investment opportunities or safety. Both have 
been able to grant substantial credits to war- 
impoverished neighbors or allies. Both have 
well established, efficient, and undamaged ex- 
port industries, and are enjoying an apparently 
insatiable demand for the products of their 
mines, factories, and forests. 

In other words, both from a monetary and a 
balance of payments standpoint, these coun- 
tries are in an intrinsically favorable position. 
This is shown by their gold and foreign ex- 
change holdings, as follows: 
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Gold and Foreign Exchange Resources of Canada 
and Sweden 
(Millions of U. S. Dollars) 


Canada Sweden 

Gold and Foreign 

U. S. Dollarsa* Goldt Exchanget 

Dec. 81, 1939 404 808. 84 
1941 188 223 211 
1943 650 387 172 
1945 1,508 482 210 
473 305 


June 29, 1946 


*Held by Foreign Exchange Control Board, Bank of 
Canada, and Dominion Government. 

Held By Riksbank. 

tNet currency reserves, converted to U. S. dollars 
at the new exchange rate of 3.60 kronor to the dollar. 


From the standpoint of price behavior also, 
the two countries show similarities. While 
both experienced substantial price increases 
during the early stages of the war — Sweden 
more than Canada— in both cases costs and 
retail prices of home-produced commodities 
have, since 1942, been held relatively steady, 
partly by price controls and subsidies, but 
more fundamentally by sound government 
finance and self-restraints on the part of in- 
dustry, labor, and agriculture in demanding 
higher prices and incomes. 


Trends of Prices and Cost of Living in Canada, Sweden, 
United Kingdom, and the United States 
(1935-39 — 100) 






May Recent 
1939 1942 1946 trend 
Wholesale prices 
Canada 124 141 Rising 
Sweden 174 171 Steady 
United Kingdo 161 174 Rising 
United States. .......cccccses 123 138 Rising 
Cost of living 
CR Siiiiicischitnvssatanicn 102 117 122 Rising 
eee 105 146 1487 Steady 
United Kingdom .......... 104 132 135 Steady 
United States ......cccocss 99 116 132 Rising 


tFirst quarter. 

An Anti-Inflation Move 

With their strong monetary and exchange po- 
sition, and their success in “holding the line” 
against inflation at home, these countries 
have resorted to currency up-valuation as a 
measure for protection against rising externa! 
prices. In particular, the authorities have been 
disturbed by rising prices in the United States 
and by sensational predictions as to the trend 
of prices here following abandonment of OPA. 

By up-valuing their currencies, the Cana- 
dians and Swedes automatically reduce the 
cost of imported goods and offset, in some 
degree at least, the effect of rising prices 
abroad. While the higher exchange rates make 
exports more expensive to foreign buyers, 
some tempering of foreign demand may not 
be considered inopportune at a time when 
the export industries are already pushed to 
capacity and goods scarcities are contribut- 
ing to inflationary pressures. 

As a matter of fact, in the kind of sellers’ 
market that exists in the world today, foreign 
buyers of Canadian and Swedish products are 
not likely to find a moderate rise in costs much 
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of a barrier. So long as present conditions 
last, Canada and Sweden are in a good posi- 
tion to enjoy the advantages of the lower im- 
port prices that come from higher exchange 
rates, without at the same time incurring much 
risk of serious falling off in exports, due to 
overpricing. Collateral effects in other direc- 
tions are that gold mining is hit by proportion- 
ately reduced prices for the metal, and the 
government and central banks take bookkeep- 
ing losses on gold and foreign exchange hold- 
ings. 

The real test, of course, will come when war- 
racked nations temporarily out of the export 
race are able to resume active international 
trading, and when countries with overvalued 
currencies bring their prices or exchange rates 
down. At that time countries which have up- 
valued their currencies may find themselves 
subjected to keen competitive pressure. It 
was apparently with this thought in mind, 
and in recognition of the possibility that Can- 
ada some day might want to reverse the recent 
move, that Finance Minister Ilsley specifically 
reminded the Canadian Parliament that the 
Government retained the right to make later 
changes in the exchange rate “if circumstances 
should rise which made such a move on ou- 
part seem necessary and desirable.” 

All this demonstrates quite definitely a dis- 
tinction between the Canadian and Swedish 
exchange actions and the policies pursued by 
many countries (notably Britain) in raising 
their currency values after the first World 
War. Whereas the currency recoveries of the 
’°20s were motivated primarily by a desire to 
regain the former parities, and to reestablish 
stable exchange rates in accordance with the 
gold standard philosophy, the recent moves 
by Canada and Sweden are calculated adjust- 
ments to economic conditions. 

While the International Monetary Fund 
provided by the Bretton Woods Agreements 
is not yet in operation (and Sweden is not a 
member), the up-valuation of the Canadian 
and Swedish rates raises an interesting ques- 
tion as to how changes of this character 
would be dealt with under Article IV of the 
Fund, which requires approval of currency 
changes “to correct a fundamental disequilib- 
rium.” In view of all the dire predictions 
during the Bretton Woods discussions of a 
postwar race of currency devaluation, it is 
somewhat ironic to find people talking now 
about a possible race of currency up-valuation. 


Will Other Countries Follow Suit? 

That some other countries may follow the 
example of Canada and Sweden is of course 
possible, particularly if prices in this country 
continue to rise; but that the movement will 
become at all general seems highly unlikely. 
Not many countries are in a position to indulge 
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in similar exchange experimentation, either, . 
because of a weaker exchange position or be-' 


cause of the nature of the trading relations and 
financial commitments with other countries. 
Switzerland, one of the countries mentioned 
prominently as a possible “up-valuator”, has 
no such intention, according to a statement by 
the president of the Swiss National Bank. 

Of greatest importance, undoubtedly, is what 
happens to the British pound sterling; and 
here too the rumor factory has been busy and 
has brought forth reported official denial of any 
impending change. This denial is supported 
by the logic of the situation. While the British 
are concerned about rising prices here, and 
might temporarily benefit from a higher value 
on the pound, their balance of payments prob- 
lem is so acute as to render up-valuation a 
doubtful expedient even for the short run, to 
say nothing of the difficulties to be envisioned 
with revival of international competition. The 
position of the pound is altogether different 
from that of the Canadian dollar and the Swed- 
ish krona. 

Moreover, while there is nothing in the pub- 
lished text of the Anglo-American Loan Agree- 
ment that would preclude up-valuing the 
pound, it is doubtful that the British Govern- 
ment would consider such action appropriate 
so soon after the loan was put through. 

Naturally the temptation for countries to 
up-value would be increased should prices here 
rise rapidly. 

Effects in the U. S. 
The actions by Canada and Sweden mean 


that the United States will have to pay more. 


for what we buy from them (Canadian news- 
print and lumber, Swedish wood pulp and 
steel, etc.) where exporters in those coun- 
tries are able to make additional charges to 
compensate for the loss they would otherwise 
sustain in converting U. S. dollars back into 
their own currencies. Demand for our ex- 
ports may be somewhat stimulated not only 
in Canada and Sweden, but also by some 
diversion of inquiry by other countries from 
Canada and Sweden to the United States. 
Individuals and businesses having investments 
in Canada and Sweden will benefit to the ex- 
tent that they are able to convert the pro- 
ceeds at more advantageous exchange rates 
(though gold mining investments, of course, 
will suffer because of the marking down of 
the gold price). 

Thus the effects upon the United States are 
in an inflationary direction, though only mildly 
so by reason of the comparative smallness of 
the Canadian and Swedish economies. 


The U. S. Gold Price 


One effect of the up-valuation moves has 
been to stir up a flock of new rumors about 


the stability of the U. S. dollar in relation to 
gold. While no one has seriously suggested 
that we ought to follow the example of Can- 
ada and Sweden and up-value the dollar, there 
has been some renewed talk of the dollar being 
devalued. 

It may be timely, therefore, to call attention 
to the fact that the former power of the Presi- 
dent to change the gold content of the dollar 
lapsed on June 30, 1943. While it is true that 
a clause in the Gold Reserve Act of 1934 
authorizes the Secretary of the Treasury to 
buy and sell gold without restriction as to 
price, there is a good deal of question as to 
the exercise of this power in the face of the 
Congressional decision to allow the Presi- 
dent’s devaluation power to expire. 

Apart, however, from this legal point, it 
seems clear that raising our gold price would 
be wholly inappropriate to our present situ- 
ation. It would mean adding fuel to the fires 
of inflation which are already burning too 
brightly. When we devalued the dollar before, 
the purpose was to bring about a reflation of 
commodity prices which had fallen too low, 
and it may be doubted whether even econo- 
mists who advocated devaluation at that time 
would be in favor of applying the same medi- 
cine under present conditions. The fact is that 
there is nothing in our commodity price situ- 
ation that hard work, full production, and 
reasonable economy in government will not 
cure. 


The U. S. dollar is one of the main elements 
of stability in the world today, and the cor- 
nerstone of all efforts at international mone- 
tary collaboration. Any departure of the 
United States from the stable currency policy 
pursued since 1934 would be a tragic setback 
to the progress of world recovery. 

From time to time reports of gold selling in 
various markets of the Middle East, and India 
at prices ranging as high as $90 an ounce have 
been cited as evidence that the dollar is already 
depreciated and that it is only a question of 
time before our gold price has to be brought 
into line. It should be understood, however, 
that these are strictly limited markets, due to 
the barriers placed upon gold movements by 
governments and to the operation of exchange 
controls. Were gold permitted to move in 
freely and exchange traders able to get their 
money out, these markets would be soon glut- 
ted and the gold premiums disappear. 

Actually, the gold prices quoted in these 
markets are not in dollars, but in Egyptian 
pounds, Indian rupees, etc. which are not freely 
convertible into dollars. They therefore do not 
represent a dollar price, but simply a price 
equivalent based on the officially controlled 
exchange rate. 
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